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A New Look at Inflation 


Mr. Briovucu: In the last two 
weeks, as forty-odd million Ameri- 
cans sharpened up their pencils and 
figured out their share of the almost 
five-billion-dollar tax cut, there are 
everal questions which are running 
irough the minds of many people. 
e of them, I think, is this: Are 
rices going to go any higher? 


Mr. Fetter: We will be a very 
acky people, I think, if prices are 


ot higher a year from now. 


Mr. Brovucw: There is another 
uestion: Is the tax cut an “Indian 
ift’? How much more money does 
© government need anyhow? 


Mr. Bowen: Under present condi- 
fons the government ought to have 
surplus to check inflationary tend- 
cies. With the current outlook for 
penditures at no less than forty bil- 
ms, the government should get in 
xes at least forty-five billions. We 
e now short about five. 


Mr. Brovcu: Here is the third 

estion: Is a recession still possible, 
does the rearmament program 

lake further inflation inevitable? 


Mr. Fetrer: Under present cir- 
mstances a recession is most un- 
ely. Inflation is never inevitable; 
it, unless we are. prepared to in- 
ase taxes to pay for any rearma- 
mt expenditures, I see more infla- 
n ahead. 


k 


Mr. Brovcw: And the fourth 
question is: In this election year is 
there any chance to reimpose war- 
time controls to check inflation? 


Mr. Bowen: The temptation to 
increase expenditures and to cut 
taxes is overwhelming in an election 
year, and the possibility of imposing 
controls is negligible. The coming 
election makes inflation more prob- 


able. 


Mr. Bioucu: Well, you have given 
several pat and opinionated answers 
to some very difficult and important 
questions. Now, we ought to get be- 
hind these questions and try to ex- 
plain why we have arrived at these 
conclusions. What are the events 
which have given rise to the fear that 
prices and the cost of living will con- 
tinue to rise? 


Mr. Bowen: Events of the past 
few months have increased the pos- 
sibility of further price increases and, 
correspondingly, have postponed the 
recession which many people have 
been expecting. There are many fac- 
tors behind this change in the out- 
look, and all these factors must be 
viewed in relation to a background 
of a tight economy with almost full 
employment and with a scarcity of 
many strategic materials. 

For example, we have had a sharp 
tax cut recently—greater than had 
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been anticipated. There are more 
strikes this spring, either actual or 
impending, than had been thought 
likely a few months ago. Price in- 
creases have been announced in sev- 
eral important commodities, especial- 
ly steel. The new European Recovery 
Program has been enacted in full, 
and several months ago this did not 
seem possible. Also, as a result of the 
Czechoslovakian coup, we have been 
calling for increased rearmament, 
and large expenditures amounting 
to several billions are in the offing. 
And this changed outlook in itself 
has caused an intensification of infla- 
tionary pressure, because there is a 
developing tendency to buy in antici- 
pation of higher prices and shortages. 


Mr. Bioucu: Before we take up 
what these events mean in terms of 
inflation, what are the important 
facts, as you see them, Fetter, about 
the existing price situation and the 
current price trends? 


Mr. Ferrer: The important facts 
are that prices are much higher now 
than they were in 1939, that they 
have risen substantially since the end 
of the war, and that there is no sign 
that they will decrease. 


Mr. Bowen: But I thought that we 
had a sharp reduction in prices in 
the early part of this year. 


Mr. Ferrer: We did, but that w: 
in the wholesale prices of commodi 
ties. For example, the cost of livini 
now is about 70 per cent higher th 
it was in June, 1939. That m 
that a dollar today will only buy six 
ty cents of what a dollar did in 1938 


Mr. Bowen: On that point, it i 
interesting that a recent survey h 
shown that 68 per cent of the peoph 
report that it is harder to make ena 
meet today that it was six months aga 


Mr. Biovucn: People always thin: 
that it is harder to make ends mee 
than it was six months ago. So, I 
not take that too seriously. 


Mr. Ferrer: On that matter c 
what happened to prices with th 
rather sensational price drop in 
wholesale markets in January, the ix 
dex of the cost of living fell 1 per cen 
in February; and still in Februas 
our retail prices were higher th 
they had been in any month since 
war except for January. It is also rel! 
vant that wholesale prices have gor 
up. In fact, they have gone up a g 
deal more than retail prices hax 
gone up. In March of this ye 
wholesale prices were more the 
double what they had been in th 
middle of 1939 just before the ou 


break of the European war. 


Mr. Biovcn: The way we are tal 
ing now is quite a change from six: 
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is ago. Over a two-week period in 
-arly February, as you mentioned, 
he prices of leading farm products 
ook one of the steepest plunges in 
American history. Wheat fell fifty-six 
ents a bushel; corn, sixty-two cents; 
1ogs, five fallats a hundred pounds— 
ind the business forecasters began 
alking about the recession to come. 
People generally took hope that 
srices had finally passed their peak, 
inc congressional leaders gladly saw 
he end of concern over anti-inflation 
neasures. 

Now, less than sixty days later, this 
right prospect is again darkened. 
Things have happened, as you have 
d0inted out, Bowen, to bring on new 
alk of inflation. A dozen economists 
meeting here at the University of 
Shicago last week thought unani- 
nously that inflation would continue 
o be the problem for at least several 
nonths. Government officials feel the 
ame way. Last week the Council of 
dconomic Advisers made a special 
eport to the President which pointed 
o inflation dangers and called for 
ction. And, under these circum- 
tances, I think that we ought to 
xamine in greater detail the events 

hich cause us to have this new look. 


Mr. Bowen: You have spent eight 
ears as director of tax research in the 
nited States Treasury, Blough. It 
ems to me that we ought to ask you 
ur views about the recent tax cut 

relation to the inflationary prob- 
m. 


Mr. Bioucu: Obviously the four- 
d-three-quarter-billion -dollar tax 


cut—at least, it seems obvious to me 
—will be a force in the direction of 
increased inflation. 


Mr. Ferrer: I am not quite clear 
why it would be a force making for 
inflation. 


Mr. Bioucu: Here are four and 
three quarters billion dollars jingling 
in the pockets of people and, yet, no 
additional production on which to 
spend the money. This will obviously 
mean competition for the existing 


goods and the driving-up of prices. 
Mr. We have heard a 


Bowen: 


‘ good deal about the possibility that 


this tax reduction would increase in- 
centives to produce and increase in- 
vestment and thus add to the stock 
of capital with which to produce 
goods. This production is supposed to 
have a salutary effect on inflation but, 
as a matter of fact, it seems to me 
that we were already producing 
about all we could and that we could 
not expect very much from a tax bill 
in the way of increased production. 


Mr. Ferrer: One point there, 
which you probably had in mind, is 
that in 1940 there were about eight 
million unemployed in the United 
States, and anything that could get 
the unemployed to work added to 
production. Today we have a bare 
two million unemployed. 


Mr. Broucu: Then, the idea that 
a tax cut, by giving people more 
money and more incentive, could in 
the short run (which is the inflation- 
ary problem) actually get any sub- 
stantial increase in production just 
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seems to go against the physical pos- 
sibilities of the situation. 

But how about the wage increases? 
Might the tax cut not reduce the 
pressure on wages? That argument 
is often being made. 


Mr. Bowen: I think that there is 
something in that argument, except 
that, when prices have been going up, 
it seems that there is little tendency 
on the part of labor leaders to cut 
down their wage demands merely be- 
cause of reduction in taxes. In fact, 
this tax reduction is very small for 
the large masses of the working 
population. 


Mr. Bioucu: Yes, I believe that a 
family with an income of about 
twenty-five hundred dollars would 
get only about 3 per cent more take- 
home pay after the tax cut than be- 
fore. 


Mr. Ferrer: I just remind you, 
Blough, that it is a very hopeful thing 
to say that the pressure may be taken 
off on account of the price situation 
or the failure of prices to rise. But 
prices have not stopped rising. 


Mr. BLtoucH: You mean that, de- 
spite the fact that the prices of farm 
commodities dropped, prices are still 


going up? 
Mr. Ferrer: As I pointed out, they 


are higher than they have ever been 
except for the month of January. 


Mr. Bowen: Then, you would say 
that the reduction in taxes is definite- 
ly inflationary—that it adds fuel to a 
fire which already existed? 


, 


Mr. Fetter: It certainly does, as I 
see it. 


Mr. BroucH: What about th 
wage increases which we are havin 
demanded and the price increase 1 
steel which we had about sixty days: 
ago? What about those? Are they in: 
flationary, as you see them? 


Mr. Bowen: I think that they ar 
There is no question, I believe, bu 
that the rise in wages will be reflectec 
in prices, and that a rise in a strategid 
price like steel and in certain othe: 
fields will undoubtedly be reflectee 


elsewhere. 


Mr. Broucu: What about th: 
worker who finds that his paycheck 
just is not keeping up with the i 
creased cost of living? 


Mr. Bowen: He is the one who i 
saying that it is tougher today 
make ends meet than it was si 
months ago. 


Mr. Bioucu: Well, that is righ: 
You have me there. But do you fee 
that just because an individual fine 
that it is harder to make ends mee 
and because he wants to have h: 
position restored—can that keep ge 
ing on and on? 


Mr. Bowen: I think that the prob 
lem of the relation of wages a 
prices is a difficult one that, frankl 
we do not know very much abo 
One can argue that wages and pric! 
are approximately in a normal ba 
ance at the present time, or one ¢é 
say that prices have increased mo 
than wages since the war, or one ca 
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ay that during and immediately 
fter the war wages increased more 


aan prices. I think that this is a moot 
oint. 


Mr. Ferrer: I would agree with 
ou that we cannot prophesy very 
1uch, but it seems to me that we have 
different situation than we had per- 
aps with the first wage increase. 
‘hat we will get any great increase in 
bor productivity from this increase 
1 wages which is being asked for 
ow, I think, is most unlikely; and, 
n that point, probably we could 
pree. 


Mr. Buioucu: There is a whole lot 
f talk that the inflationary situation 
really due to the fact that we are 
nding goods out of the country. 
he European reconstruction pro- 
ram was criticized to a considerable 
‘tent on that ground. Do you feel 
at this European Recovery Pro- 
ram will have a substantially infla- 
onary effect in this country? 


Mk. Ferrer: I would not say that it 
ould be a new influence. It will 
mply continue an influence which 
is been at work for the past year or 
. We have been shipping out a 
eat deal more in the way of goods 
an we have been importing, and 
reigners have been paying for that 
rgely with gold and with credit bal- 
ces which they had here and some 
d from the United States govern- 
ent. The gold and their credit is 
nning out, and what the Marshall 
an will mean is that the United 
ates government will be financing 


an export surplus of about the same 
size that we had before. 


Mr. Bowen: It seems to me that, in 
view of the fact that the ERP is a re- 
placement program, the major new 
factor in the inflationary tendency is 
the new demands for rearmament. 
The defense budget of President 
Truman, in January, called for an 
amount of eleven billion dollars. 
President Truman has recently pro- 
posed a general addition to this of 
three billion and three hundred mil- 
lion dollars, and another addition for 
the Air Forces of eight hundred mil- 
lions, so that the total budget for de- 
fense now called for by President 
Truman amounts to fifteen billions. 
This is more than equal to the 
amount which we spent on rearma- 
ment in the last year before Pearl 
Harbor. 


Mr. Bioucu: And that comes on 
top of a pretty tight economy, as you 
have pointed out. 

Let us take steel for example, be- 
fore considering this rearmament 
program at all. I understand that 
pretty good estimates have put the 
steel shortage for this year at about 
one million, six hundred thousand 
tons and about the same figure for 
next year. And they say that we are 
not likely to get any real substantial 
increase in steel production or steel 
capacity until about the end of 1949. 

How is the food situation? Is that 
any better? 


Mr. Ferrer: No, I do not see that 
the food situation is getting any bet- 
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ter. In fact, it seems to be getting 
worse. 


Mr. BLoucH: How about the crop 
improvements all over the world 
about which we have heard? 


Mr. Ferrer: Possibly that might 
make things better, but certainly in 
the last year the food situation has 
become worse, and I do not believe 
that anything in the foreign crop 
picture could make us take an opti- 
mistic view of food. We ought to add 
that it is not just the amount of food 
which is involved—it is the amount 
that people have to pay. And the real 
problem in our food situation has not 
been that there has been less food. 
There has been more food than be- 
fore the war. The difficulty has been 
that there has been a lot more money 
to pay for that food. 


Mr. Bowen: Coming back, 
Blough, to your point that we have a 
difficult problem of rearmament, be- 
cause there is no slack in the economy 
today, I think that we should recog- 
nize that our difficulties are much 
more serious this time than they were 
at the beginning of the recent war. 
Then we had eight to ten million 
unemployed. We had a widespread 
idle capacity in our plants; and we 
were able to engage in a large re- 
armament program without interfer- 
ing seriously with civilian consump- 
tion. We could ease into our war 
economy, in other words. But now 
we find ourselves with full employ- 
ment, no surplus of manpower, with 
very little idle capacity, with short- 


ages of materials, and anything we 
do toward increasing rearmameny 
must be abstracted from the civilia 
economy. ; 


Mr. Biovucu: It is not so much: 
then, guns or butter, but it is gun 
or automobiles? 


Mr. Bowen: Yes; and guns o 
many other things—gadgets, almo 
anything made of metal will b 
affected by a big rearmament pr 
gram. 


Mr. Ferrer: In that connection, 
recently ran across some figur 
which indicated that our industri 
production more than doubled b 
tween 1939 and 1943. Now, certain] 
nobody believes that we can doubl 
industrial production in the nex 
three or four years. 


Mr. Broucu: We have been mor 
or less making a forecast here the 
inflation is ahead; and, of course, 
inflation, I think that we ought t 
make it perfectly clear, we are ne 
talking about the dollar losing 11 
value, as it has lost it in China a 
some other parts of the world. Othe 
parts of the world look on our situa 
tion as being pretty fine and prett 
solid. We are talking about a relativ 
price increase or decrease in relati: 
to the present situation of some su! 
stantial magnitude, but nothing lik 
a runaway loss in the value of tl 
dollar. I suppose that that is clear } 
everybody, but I think that we ough 
to say it. 

Here we are forecasting, in effec 
that we are going to have furth) 


THE UNIVERSITY OF CHICAGO ROUND TABLE 7 


ses in prices because of this situa- 
on. Is not our experience of fore- 
sting rather unfortunate and not 
90 good, so that perhaps we should 
ot be too confident about what we 
re estimating is going to happen 
ere? What do you think about it, 
owen? 


Mr. Bowen: It seems to me that 
ye have a situation where there is 
irtual unanimity among all fore- 
asters—academic economists, gov- 
rnment economists, businessmen— 
hat inflation is the proper problem 
nd that the proper policies for gov- 
rnment and for business at this 
ime are anti-inflationary policies. 

But this unanimity does not neces- 
arily prove anything. We have had 
remarkable series of bad forecasts 
ince the war. You will recall that 
hortly before the end of the war we 
vere told that we would have from 
ight to ten million unemployed 
mmieédiately after V-J Day. That did 
jot occur, of course. And then, a year 
rr so later, we were told that we could 
Xpect a recession in 1947. Again, that 
id not occur. Again, toward the end 
f that year we were told that infla- 
on was the problem. 

Later on, early in this year, there 
as a sharp drop in farm prices, and 
en again there was a tendency to- 
ard predictions of deflation; and 
w we have come all-out for an in- 
tionary forecast. But it does not 
llow that this unanimous forecast 
any better than the ones which we 
jave had before. 


Mr. Bioucu: Of course, hindsight 
is always better than foresight, and 
perhaps on the basis of hindsight 
some people think that we did not 
have as much inflation as we might 


have expected. 


Mr. Ferrer: So many people, 
these days, are wondering why we 
have had inflation of the size which 
we have had. It seems to me that 
when one looks at the figures on the 
money situation the real question is 
why we did not have more inflation 
than we have had. For example, be- 
tween the middle of 1939 and the 
present time, the total of demand de- 
posits—the kind of deposits against 
which you draw your checks—and 
the coin and the paper money which 
people had increased from thirty- 
three billion to one hundred and 
twelve billion. That went up to 
nearly three and a half times what it 
had been some nine years ago; and if 
one looks at the currency that people 
have, the increase has been even more 
sensational. For every dollar in paper 
money and coin that there was in 
1939 there is about $4.30 today. It 
seems to me when we have that situ- 
ation in front of us, we have a large 
part of the explanation as to why 
prices have gone up. 


Mr. Bowen: But this increase in 
the quantity of cash and bank de- 
posits must be related to the long- 
term tendency of people to hold more 
cash and bank deposits. A recent 
study shows that from 1800 to 1940 
cash increased by seventeen hundred 
and fifty times while the national 
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income increased only one hundred 
and ten times. This indicates, I think, 
that present supplies of cash and bank 
deposits, which seem to be ‘excessive 
because they are so much larger than 
they have ever been before, are not 
necessarily excessive. 


Mr. Ferrer: I would grant your 
point there, but, after all, people are 
holding a great deal more money 
than they did before, and even if we 
have this long-time trend, there may 
be a short-term situation in which 
people start to spend that money, and 
that could become a very alarming 
situation. 


Mr. BioucH: You gentlemen are 
arguing over the question of what the 
effect of the volume of money and 
credit is on the price level; and that is 
a pretty big subject. I would like to 
look at the problem more from the 
point of view of what the actual de- 
mands are on the economy which are 
taking up the production. And when 
one looks at the way in which our de- 
mands are felt on production, we 
find that the consumers are buying 
about 70 per cent of the total gross 
national product; that about 13 per 
cent is going into private business in- 
vestment—new plants, new equip- 
ment, the replacement of old machin- 
ery, and so on—that about 4 per cent 
is going abroad as a net foreign ex- 
port (it may run a little higher than 
that); and that government pur- 
chases then are about 12 per cent. It 
would thus look as if the consumer 
is doing the big part of the buying 
here and that the consumer and the 


domestic businessman, in his rein 
vestment program, are the fellows] 
who were really creating the deman 
and the inflation. 


Mr. Bowen: In my judgment, the 
consumer is the passive factor. He ii 
spending just about what one woulc 
expect him to spend in relation te 
the amount of income he has. I think 
that the active factor in this situation 
(aside from operations of gover 
ment) is capital investment. Business 
men are buying an enormous qua 
tity of new capital goods, and this, 1 
seems to me, is the dynamic eleme 
making for inflation. 


Mr. Fetter: I will grant that th 
is the dynamic element, but even dy 
namic elements cannot bid up thi 
prices unless they have the money 
I am coming back to the point the 
this big increase in the moneta 
supply, whether it is held by cor 
sumers or whether it is held by ir 
dustry, has been the dynamic fact 
which has affected prices. 


Mr. Bowen: I would say that 
one could take himself back to la: 
January, one could argue that at tha 
time we were on a plateau of reason: 
able stability and that the inflation 
ary corner had been rounded. 
had government expenditures ley 
ing out and a sizable surplus in 
federal treasury. The total mone 
supply had changed only a few poi 
during the preceding year. Forei : 
investment was declining; the rate « 
inventory accumulation slowing uj 
interest rates were rising; and cre 
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controls were becoming more severe. 
The farm prices were falling. The 
ficiency of labor, we are told, was 
rising. And many other factors could 
De mentioned indicating that we 
sould have turned the corner had it 
not been for the intensification of 
pressure from Russia and the deteri- 
ration of the international situation. 


Mr. Bioucn: Do you agree with 
that, Fetter? 


Mr. Ferrer: I cannot say that I 
do. Certainly the government budget 
surplus was a very encouraging thing, 
and so was the reduction of bank 
holdings of government bonds. But, 
on the other hand, the banks were 
sxpanding their credit at a pretty 
alarming rate, as I see it. For ex- 
ample, between the end of 1945 and 
the first of 1948, the loans of Ameri- 
can banks increased from thirty bil- 
ion to over forty-three billion dollars; 
and, in the same period, there was an 
increase of about six and a half billion 
dollars in consumer credit. That is 
he kind of consuming expenditure 


which I think is of a dynamic type. 


’ Mr. BioucH: One of the things 
which the Council of Economic Ad- 
yisers has been recommending to the 
President—and I understand recom- 
mended again last week—is that 
redit controls be strengthened. Ex- 
shairman Eccles of the Federal 
Reserve Board has made some propo- 
als to the Congress on that same 
ubject. Do you feel that credit con- 
rols need to be strengthened, then, in 
ight of this fact? 


Mr. Ferrer: It is a very desirable 
step. 


Mr. Biovucw: What about the 
other recommendations which the 
Council made that we have stand-by 
price controls and stand-by powers 
for rationing, and the allocation of 
materials and priorities, and so on? 


Mr. Bowen: It seems to me that 
one must come to the inescapable 
conclusion that these various controls 
will be necessary if we go ahead on a 
large-scale defense program. This is 
shocking, I am sure, to most of the 
American people to think that only 
two or three years after a large war 
and after the decontrol that we 
should again be thinking about con- 
trols. 


Mr. Bioucu: The Council of Eco- 
nomic Advisers also is recommending 
new taxes for armament expendi- 
tures, and I am sure that that is a very 
shocking thing to the public to think 
that having just gotten this tax reduc- 
tion that they are talking about an 
increase. That is one reason why, 
earlier in this discussion, we talked 
about the question of whether this 
tax reduction was an “Indian gift.” 
There is a danger, it seems to me, 
that when the tax increase does come 
it will be in the form of a sales tax 
rather than in the form of replacing 
the income taxes which have been 
reduced. 

How about the savings bond cam- 
paigns? Can that help in this situa- 
tion? 
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Mr. Ferrer: Yes, that can help a 
lot, because if we get the public to 
buy bonds, that has a good deal the 
same effect as taxation. It means that 
we get the money from the public 
rather than take it from the banks 
where the banks create it by estab- 
lishing larger deposits. 


Mr. BroucuH: What about man- 
power controls and lengthening the 
work week, and so on? 


Mr. Bowen: Those also will be 
necessary. It will be absolutely neces- 
sary to shift thousands or even mil- 
lions of people from the kind of work 
which they are now doing to get 
them into war production; and we 
have no pool of unemployed labor to 
draw upon at this time. 


Mr. Bioucn: So, it looks as if we 
would have to have a longer work 
week if we are going to get higher 
production at this time. 


Mr. Bowen: It is a possibility. 


Mr. Brovcu: We have now 
reached the stage where we ought 
briefly to sum up and to bring to- 
gether what we have been saying. 

Fetter, would you summarize your 
position ? 


Mr. Ferrer: I think that the? 
present situation is clearly inflation-- 
ary; but I do not believe that it is: 
solely what has happened since Janu- 
ary that is the new look we have or: 
new things which should make us} 
concerned about inflation, for even ini 
January there were inflationary forces} 
that had not spent themselves, and| 
the events of the last two months; 
have simply strengthened those? 
forces. 


Mr. Bowen: I think that the infla- 
tionary outlook—like almost every- 
thing else in America—depends upon | 
the course of events in the interna- 
tional scene. If we reach an accom- 
modation with Russia within a rea- 
sonable time, government spending} 
can decline and the end of inflation- 
ary pressures may be anticipated. On: 
the other hand, a large increase in 
military outlays will give rise to pres- 
sures which can be met only by con- 
trols. 


Mr. Bioucu: I find it quite difficult 
to feel that Congress will, at this ses- 
sion, do anything about the control 
problem in view of the situation we 
are facing in an election year. 
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PROBLEMS OF INFLATION 


* 


I 
INQUEST ON INFLATION* 


By THEODORE W. SCHULTZ 


‘HE forces of inflation let loose during the war are not under control; it is 
lain wherever you turn that inflation is winning out. Our policy to get full 
roduction with stability has suffered a major defeat. 

The illusion of money richness has misled many; there is, however, a grow- 
ig realization that prices, wages and profits are out of hand. We cannot undo 
1e past. But we do well to ask ourselves: Why have we failed? What lessons 
an we learn from our mistakes in dealing with inflation? 

So let us take a look at the road we have traveled since the summer of 1945. 
et us see, if we can, where it was that we took the wrong turn. 

Obviously farmers participated in and influenced policy, they also were in- 
olved in choosing the wrong road; their welfare has been and will continue 
) be affected. There certainly is no point, however, in indulging in futile re- 
iminations. Let us instead try to learn from our mistakes. 

Tt is perhaps only human to place the blame for our failure to curb inflation 
n someone else—be it the government, labor, business or on foreign relief. 

A short while ago it was popular to single out labor. The successive rounds 
f wage increases were proclaimed the main cause forcing prices ever higher. 
fore recently agriculture has been the scapegoat; the spotlight has shifted to 
e high cost of food. The haste with which we got rid of OPA, the swollen 
ofits of business, and the speculation in commodity markets, have each been 
at forward and blamed for our defeat in controlling inflation. 


* Reprinted by special permission the Farm Policy Forum, lowa State College. 
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None of these takes us to the root of our problem. Each has been mainly 
evidence of the grave lack of balance between our much larger supply o 
money relative to the demand for money. As a result, the value of mone 


has fallen. 


WHAT HAS HAPPENED 


The aggressive bidding for labor has pushed wages up. The extraordinary 
demand for labor has not been satisfied although the labor force in non-agri 
cultural employment is 30 per cent larger than in 1940. If our wages were s 
in essentially free markets, as are the prices of most farm products, they u 
doubtedly would be a lot higher than they are. 

The food situation is similar. Here too, we have had aggressive biddin 7 
This has happened despite production running about 30 per cent above pr 
war. Support prices have not been the culprit as alleged, albeit they hay 
serious shortcomings on other grounds. 

If the OPA had been supported, we probably could have held some pric 
in check. Then the inflation would have been less apparent; it would not hay 
been so open and above board as is now the case. We would have had mor 
suppressed inflation of the type that exists in Canada, and in the United Kin 
dom. But it would have been inflation just the same. It is not at all clear that ; 
suppressed inflation is necessarily the less harmful. 


WRONG TURNS EN ROUTE 


Within the space available I can no more than list the major mistakes: 
basically responsible for our failure to control inflation. 

1. We expected and we prepared for deflation. Our entire transition polic 
was cast on the belief that deflation would rule. The expectations for 
transition were about as follows: five to eight million unemployed, corporé 
tions unable to finance the reconversion, and agricultural prices at floor leveld 
These gloomy expectations prevailed not only in government but also in labop 
business and agricultural circles. 

Why this mistake? The main reasons are now fairly clear for all to see. Thr 
mass unemployment of the thirties gave us a terrible shock. It made us depres 
sion-minded. It caused us to lose our perspective. Thus it happened that tht 
inflationary effects of the way in which we financed the war were overlookec 
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\s a result this country set out on a whole series of policies designed to avoid 
n early post-war deflation. And these have added much fuel to the inflationary 
laze already set during the war. 

Agriculture escaped by a hair one of the adverse policy decisions that were 
9 typical of the transition. It was nip and tuck for weeks in the Department of 
\griculture, during the fall of 1945, whether to keep agriculture in full gear 
r to have it slow its pace. Fortunately, for us and the world, this shift was 
ot made. 

2. Doctrine of unlimited production. Developments soon forced on us the 
ritical issue: “How check mounting prices?” Back came the very uncritical 
nswer, “More production.” 

The great gap that had arisen between the money supply and the volume of 
oods, it was presumed, could be closed—although the amount of “money” 
ad tripled—by simply producing enough goods. 

‘The magic slogan was incentives. Give producers the necessary incentives 
nd they'll do the job. How was this to be done? Quite simply—have prices 
oup (for a while!) hold costs down, and lower taxes. 

The mistake, of course, is obvious. Once our resources—the labor force, our 
rms and factories—were “fully” employed, additional incentives could not 
icrease total output. Plainly the upper limit of production is set by our re- 
yurces. When they are fully employed, it simply becomes impossible to pro- 
uce more goods. 

Why this mistake? It, too, stems chiefly out of the depressed thirties with 
s many unemployed resources. It also goes back to the success that we had 
uring the war in getting more production—drawing as we did on the big 
acklog of unemployed and underemployed resources. 

3. Too much reliance on fiscal policy. When it comes to the role of govern- 
lent in keeping our economy on an even keel, the national budget is now seen 
the primary counterweight. 

‘Asa result of mistake No. 1, the first decision after hostility was to use this 
yunterweight to avoid the expected deflation. Then as rising prices, wages, 
id profits made it clear that we were headed into an inflation, great stress 
as put on reversing the position of this weight by increasing taxes and by 


itting government expenditures. 
But freedom of action in fiscal policy had narrowed meanwhile. The cold 
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war made it “impossible” to cut government spending much. And democracy 
in action did not have the self-discipline to vote more taxes. It was more 
pleasant to believe in the ability of incentives to do the job. 

So flexibility was not at hand. In practice our fiscal policy became impotent 

We did manage to get a sizable budget surplus despite lower taxes anc 
heavy government spending. But it was not enough to close the inflatio 
ary gap. 

This over-reliance on fiscal policy involved two basic errors: (1) failure te 
understand the process of democracy, and (2) greatly over-rating the effect 0 
a budget surplus as a counterweight under existing post-war conditions. 

4. Neglect of monetary policy. The point at which our post-war economid 
policy has been most vulnerable is in its neglect of monetary policy. Tha 
monetary techniques have been completely overshadowed by fiscal doctrine 
and beliefs. The little that has been done on the monetary side, in view of the 
huge potential credit capacity of our banking systems, has been mere dabblin 

And why this critical mistake? Unfortunately, monetary policy suffered 
major setback in the early thirties. Too much was then claimed for it as 
means for fighting deflation. It was not easy to get people to use more credi, 
when all were depressed. Its positive force, however, in curtailing the mone 
supply is another matter. 


LEARNING FROM OUR MISTAKES 


What lesson is there in this experience? Above all, we need to free ourselve 
from the spell of the Great Depression. It has warped our entire thinking. (I 
would be ironic, indeed, if we were not to become so obsessed with this infl 
tion that we would fail to see a deflation when it begins.) 

We need once more to see the strategic role that resources play in setting tha 
upper limits to production. Production “unlimited” is a dangerous myth. 

We need to put fiscal policy in its place. Let’s not, however, swing to tha 
opposite extreme and discard these techniques. But we should recognize tha 
limitations set by our democratic traditions and by other existing circum 
stances. | 

Lastly and positively, for it is not yet too late—we need a bold overhauling 
of our monetary controls. We need to use them to stop the inflation 
now rampant. 


ll 
INFLATION AND THE 


AMERICAN ECONOMY 


GROSS NATIONAL PRODUCT 
A. 1947 


GOODS AND SERVICES VALUED AT 
$230 BILLION WERE PRODUCED IN 


(BILLIONS OF DOLLARS) 


THE GROSS NATIONAL PRODUCT, 


WAS ACCOUNTED FOR BY “PERSONAL 
CONSUMPTION EXPENDITURES, 


GROSS PRIVATE DOMESTIC AND NET 


FOREIGN INVESTMENT, 


t 


AND GOVERNMENT PURCHASES. 
Wilda *° 


Source: Survey of Current Business, February, 1948. 
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WHAT HAS HAPPENED TO PRICES? 


CONSUMERS’ PRICES 
220 


PERCENT OF 1935-39 AVERAGE 
200 200 


180 180 


’ 7 
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160 160 
“ALL /TEMS* 

140 140 

120 120 
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1946 
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SOURCE: DEPARTMENT OF LABOR. V7 


WHOLESALE PRICES 


PERCENT OF 1926 AVERAGE PERCENT OF 1926 200 


-200 
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160 
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7°. OTHER THAN FARM 
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PERCENTAGE INCREASE SINCE JUNE 1946 


FOODS 


ALL COMMODITIES 


FARM PRODUCTS 


OTHER THAN FARM 
PRODUCTS AND FOODS 


* Also includes fuel, electricity, etc. 


Source: Department of Labor. 
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HOW MUCH HAVE WHOLESALE PRICES INCREASED? 


PERCENTAGE INCREASE 
INDUSTRY GROUP ce] 20 40 60 80 100 


ALL COMMODITIES 
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FARM PRODUCTS AAAI 
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Percentages are based upon wholesale prices indexes, 1926 = 100. 


Source: Survey of Current Business, February, 1948. 
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WHAT DOES THE CONSUMER HAVE TO SPEND? 
AVERAGE FAMILY INCOME 


FAMILIES* MONEY INCOME BEFORE TAXES, 1946 DOLLARS 


GROUPED fo] 2,000 4,000 6,000 8,000 10,00C¢ 
FROM LOWEST 


TO HIGHEST 
INCOME 


LOWEST 
FIFTH 


SECOND 
FIFTH 


THIRD 
FIFTH 


FOURTH 
FIFTH 


HIGHEST 
FIFTH 


* Includes single individuals. 


Source: Council of Economic Advisers. 
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CONSUMER INCOME, SPENDING, AND SAVING 
Spending increased more than income. 
SILLIONS OF DOLLARS BILLIONS OF COLLARS 


200 200. 
DISPOSABLE PERSONAL INCOME* 
(Personal income less toxes) 
160 160 
120 120 
80 80 
40 40 
0 x J (e) 
1939 1940 1941 1942 1943 1944 1945 1946 1947 
Rate of net saving continued to drop. 
PERCENT PERCENT 
30 30 
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10 10 
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1939 1990 1941 1942 1943 1944 1945 1946 1947 


* Seasonally adjusted annual rates. 
Source: Department of Commerce. 
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WHO IS WORKING? 


THE LABOR FORCE 


MILLIONS OF PERSONS* MILLIONS OF PERSONS® 


80 80 
70 TOTAL LABOR FORCE 70 
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$0 50 
40 40 
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* Fourteen years of age and over. 


Source: Department of Labor and Department of Commerce. 
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HOW MUCH IS BEING PRODUCED? 
INDUSTRIAL PRODUCTION 
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CHANGES IN THE PRODUCTION OF GOODS 
Physical Output in 1947 Averaged 7 Per Cent above 1946 


CAPACITY AND PRODUCTION 
F Many Industries Are Operating Close to Practical Capacity 
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CAPACITY 


PRODUCTION 


1915 = 1920 1925 1930 1935 1940 1945 1950 
Nore.—Capacity and production for each industry have been plotted so as to touch at 
he year when the ratio of production to capacity reached its maximum. Such points cor- 
espond approximately to operations at the limit of practical capacity, though rated or 
heoretical capacity would in most cases be higher. 
Source: Council of Economic Advisers. 
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- WHAT IS HAPPENING TO CONSUMER CREDIT? 


CONSUMER CREDIT 


BILLIONS OF DOLLARS BILLIONS OF DOLLA 
14 
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Source: Board of Governors of the Federal Reserve System. 
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HOW BIG IS OUR EXPORT BALANCE? 
EXPORTS AND IMPORTS OF GOODS AND SERVICES 


BILLIONS OF DOLLARS 
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* Includes income on investments. 
Source: Department of Commerce. 
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see the current issues of the Monthly Labor Review and the Survey of Current 
Business for current facts and figures on the cost of living, business condi- 


tions, labor supply, and the like. 
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